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IS TIME RUNNING OUT?

There is currently a widespread belief both within
and outside our profession that the credibility of auditors’

opinions on financial statements has suffered a serious erosion.
Because a loss of credibility strikes at the very heart of the

auditor’s role and could threaten the survival of our profession

I would like to explore with you whether the belief is wellfounded and what are some of the likely causes and cures.

We all

need to be concerned, because what effects any segment of our

profession will inevitably effect every practitioner regardless
of the size or nature of his practice.

There is little doubt that in recent years there has

been a dramatic growth in the importance of our profession.

This

has been accompanied by an increase in expectations on the part
of those who are familiar with the auditor’s role and rely on
his work product.

If these developments have led to a credibility

problem there is a fundamental question that needs to be answered.

Are the expectations so high as to be unwarranted or is the
performance of auditors inadequate?

This question is brought into sharp focus when there
are spectacular business failures such as Penn Central, Equity

Funding, National Student Marketing and others.

Without fail the

question is asked ’’Where were the auditors?” implying a belief
that they failed to fulfill their professional duty.

This belief

underlies the scores of lawsuits which are filed against auditors.
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The publicity which accompanies such business failures
and lawsuits raises serious doubts in the minds of the business
community about the performance of auditors.

These doubts are

further reinforced by scathing attacks in the financial press and
from the podium by critics of the profession.

These developments are the basis for the notion that

our credibility is suffering a serious decline and they lead to a
number of adverse consequences.

We tend to lose our self-confidence

as a profession and engage in exaggerated doom-saying about our

future.

We become engrossed in maintaining a defensive posture

and engage in defensive auditing.

Opportunities to provide new

types of services are resisted because they may increase our
responsibilities and our exposure to liability.

Our relations with clients become more difficult because

they are more cynical about the effectiveness of auditors.

As

a result, fee problems are encountered.
Legislators and government officials develop a vague
feeling that our profession is not performing adequately.

Hence

they are more susceptible to the suggestion that some form of
government regulation is needed or they are less receptive to
our legislative proposals.

Even more disturbing is the fact that lawsuits have a
tendency to beget more lawsuits.

If those who suffer financial

losses have the impression that auditors are vulnerable to attack

they will almost certainly be encouraged to seek recovery through

-3-

litigation.

It is important, then, that we examine and evaluate
the criticisms of the profession to determine how we can best

deal with the credibility problem.

Perhaps we should start by

identifying who the critics are and what they have been saying.
High on the list would be the courts which have

expressed opinions on the duties and responsibilities of auditors

in the context of specific cases.

These cases together with

notorious business failures have provided material for the

financial writers who have written extensive articles emphasizing

the shortcomings of auditors.

Other groups which have been vocal critics are the
financial analysts, representatives of governmental agencies,

particularly members of the SEC, and members of Congress.

Even

management has joined in the ranks of the brickbat throwers
although their complaint has generally been that the auditors were
becoming too restrictive, especially in the setting of accounting
standards.
Among the most severe and damaging groups of critics

have been our own members.

Certainly a degree of introspection

and self-criticism is necessary and desirable but I am frequently

dismayed by the excessive charges which are sometimes made by
CPAs.

The strident tone of their accusations leads me to question

both the motives and the objectivity of some of the self-appointed
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reformers within our profession.

What is the nature of the charges which have been

asserted by these various groups of critics?

They generally

break down into five classifications as follows:
1.

Generally accepted auditing standards and

procedures were not adequately performed -in other words, poor auditing.

2.

Auditors are not sufficiently independent of

their clients.
3.

The profession has failed to establish
adequate standards either for accounting

or auditing, or both.
4.

The profession’s system of self-regulation
is inadequate.

5.

Auditors do not accept a reasonable degree
of responsibility for assuring reliability
of financial statements.

We need to analyze and evaluate these accusations with
great care if we are to judge whether they are warranted and
determine what must be done to be responsive to our critics.
Accordingly I would like to express some of my personal views on

each of the criticisms.
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With respect to the charge of poor auditing it would be

futile to deny that a number of bad audits have come to light
through litigation.

Because some of these cases are the subject

of pending lawsuits I will not go into detail.

However, if you

harbor any doubts about my conclusion I recommend that you read
the briefs and transcripts of some of the cases which have been
the subject of extensive publicity.

It is, of course, easy to be critical with the benefit

of hindsight.

We must recognize, however, that it is in this

context that we will be judged when things go wrong.
What is not entirely clear is whether the bad cases

which have surfaced are simply aberrations or are indicative of

a more pervasive condition of poor auditing performance.

No one

knows the answer to this question because poor audits do not
necessarily come to light unless they relate to companies which

encounter serious financial difficulties.

It is my view, however,

that the general quality of auditing being performed today is

at a much higher level than only a few years ago.

The impact of litigation has caused CPA firms to tighten
their auditing procedures and install extensive internal quality

control programs.

Moreover CPAs have become far more skeptical

of their clients’ representations and are more inclined to look

to the substance of transactions rather than their form.
Despite these improvements the profession continues to
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be faced with substantial obstacles in meeting public expectations.
There will always be a need to make subjective judgments during

the course of an audit and as business becomes more complex the
areas of uncertainty are likely to increase.

The constraint of

costs in relation to benefits will not disappear and will have
to be taken into account in considering whether additional auditing
techniques should be applied to achieve higher assurance levels.
One of the most difficult audit problems is how to

assure that material frauds will be detected.

It is in this area

that the profession's credibility may have suffered the most

damage.

There are good reasons why we cannot provide absolute

assurance that all material frauds will be uncovered.

Nevertheless

we must find ways in which the assurance level can be considerably

increased if we are to meet public needs.

Clearly, we should

seek more effective techniques for ferreting out frauds in their

earlier stages.

The profession should be urgently addressing itself

to this need rather than devoting its energies to denying responsi-

In my view, the performance of auditors today is far

better than what our more severe critics might contend.

But

there is room for a fair amount of improvement and we dare not be
complacent.

After all, attestation is the basis for our profes

sional standing and we better leave no stone unturned in our

search for the highest attainable level of audit perfection.
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The second criticism — that auditors are not sufficiently

independent of their clients -- is a very serious matter that is

crucial to the utility of audits.

Unless there is a high degree

of confidence in the objectivity and integrity of auditors their at
testation will lend little to the credibility of financial state
ments and the core role of the profession will have been dissipated.

Independence is a difficult concept to deal with for
a number of reasons.

It embraces different levels of culpability

-- one being an unwitting bias (lack of objectivity) — and another
consisting of knowing misrepresentation (lack of integrity).
Because it is a state of mind, proof of impairment of independence

is dependent almost entirely on circumstantial evidence (the
appearance test).

The evidence consists mainly of the kinds of

relationships which exist between the auditor and his client and
the same relationship may not always result in the same degree

of impairment of independence, in fact.

There is understandably a great deal of confusion about
the nature of independence both within and outside the profession.
Invariably no distinction is made between the quality of objectivity,
which is at best a matter of degree, and integrity, which implies

the grievous sin of conspiracy to mislead.
Criminal charges have, of course, been brought against
auditors in four cases to date.

In three of these cases the

charges have been sustained, demonstrating that the impairment of
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integrity was deemed to have been proven.

But these instances

are extremely rare and I doubt that many of our critics believe
that the profession is generally guilty of complicity with its

clients.

If this were the case, I doubt that anyone would be

currently paying CPAs to perform audits.
If our integrity is not at issue then it is our

objectivity which is being questioned.

thing as 100% simon

Since there is no such

pure objectivity in human affairs we should

keep in mind that what is being sought by the critics is a

lesser degree of bias.

There are admittedly many pressures on auditors that

may result in their reaching judgments that are biased in favor

of a client’s management.

At the same time there are some

very compelling countervailing pressures that are normally more
than enough to tilt the scales in favor of a dispassionate view
point.

Many of these pressures are unavoidable if the attest
function is to be performed by a profession in the private sector.

Some relationships with management are necessary if an audit
is to be performed.

Facts must be gathered, fees must be collected

and last year’s audit judgments have to be second-guessed in

performing this year’s audit.

On the other side of the coin are

the threat of lawsuits, disciplinary actions by the SEC and state

boards of accountancy and the potential loss of the right to

practice.
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One of the most frequently mentioned suggestions for

reducing the degree of bias among auditors is to preclude CPA
firms from rendering management consulting services.

It is

curious to note that the rendering of tax services, which is a
form of management consulting, is seldom mentioned in this context.
Clearly any service rendered to a client, including audits and

tax consulting, poses a potential pressure on objectivity.
Since services other than audits could be avoided if deemed

imperative, the question at issue is whether the threat to
objectivity posed by rendering other services is so serious as to

forego the public interest benefits to be gained from such services.
The answer to this question is a matter of judgment
which does not readily lend itself to positive proof.

There is

an almost total lack of circumstantial evidence that management

consulting has

in fact resulted in biased auditing judgments.

In my opinion the rendering of other services does not

pose a sufficient threat to objectivity to warrant such a drastic
step as limiting CPAs solely to the attest function.

To do

so would be to needlessly deprive the public of a valuable contri

bution to our free enterprise system.

Of far greater concern should be the normal human desire
to retain a valued client out of professional pride.

This is

difficult to cope with, but such things as the 8K requirements on
changes of auditors, the use of intervening audit committees and

-10-

the threat of lawsuits are strong antidotes to the threat of

bias in favor of management.

Nevertheless, the profession ought

to search for additional ways of assuring an increase in the

degree of objectivity of auditors.

The expectations of the

public are no doubt a good deal higher with respect to our
objectivity than their perception of what we are providing.

It

would be perilous to ignore this gap by opting for the status

quo.
A third allegation by our critics is that we have failed

to set adequate standards, principally in accounting and auditing.
It is no doubt true that in the past we have been too slow to

deal with emerging problems or to plug obvious loopholes.

This

has sometimes been the result of our failure to achieve a

consensus.

On other occasions we have been thwarted by outside

pressures by industry groups, Congress and others which verified the

fact that standard-setting is essentially a political process.
Despite these problems I believe that our profession
has an unparalleled record of success in relation to other

professional groups.

We can be rightfully proud of what we have

accomplished in the setting of accounting and auditing standards,

in the development of a stringent uniform CPA examination, in the
adoption of a highly developed code of ethics and being in the

forefront of requiring continuing professional education.
I believe that the establishment of the FASB, the
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increased tempo on the part of our auditing standards division

and the redirection of AcSEC to address emerging accounting

problems has gone a long way toward blunting the criticism that
we are lax in establishing standards.

I don’t believe that our

credibility is suffering any decline in this area.

We can, however, always do more.

The inadequacies

of an accounting system based on historical costs are becoming

painfully apparent.

with ways to reflect

We need to experiment

values that are closer to economic reality.

Similarly, we need

to devise an effective means of reflecting the effects of changes
in the value of the dollar due to inflation.

It also seems to

me that we ought to be reexamining the manner in which financial
data is being communicated.

New formats and techniques of

communication might prove to be far more effective in serving
users’needs than the present traditional set of financial state
ments .
These are not new suggestions.

I am simply urging

that we tackle them with a greater sense of urgency so that we can

enhance our credibility as an alert and forward-looking profession.
A fourth criticism has been that our profession has

failed to adequately regulate itself.

This generally is intended

to mean that auditors who are guilty of substandard work are not
being properly disciplined by the professional organizations.

Although I believe that this allegation is an overstate

ment I would have to agree that there are substantial inadequacies
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in our present system of self-regulation.

For example, we have

no present method of dealing with CPA firms even though it is
a fact that audits are increasingly a function of firms rather

than individual CPAs.
We also have the problem of awaiting the outcome of
litigation before being able to carry out disciplinary action.

Nearly all cases of alleged substandard audit work which come

to our attention are the subject of lawsuits and it would be
improper for us to attempt to preempt the workings of our system

of justice.

Because of the delays involved, we are perceived

as being negligent in maintaining a determined and vigorous
system of self-discipline.

that

However, I can state without hesitation

quite the opposite is true as soon as a determination has

been made in the courts and we are in a position to proceed with
disciplinary action.

Another major problem is the difficulty of detecting
the violation of the profession’s standards.

Unless a problem

surfaces in a newspaper article there is no practical way for the

profession to determine when substandard work has occurred.
The filing of complaints by members, clients or others is relatively

rare, probably because of the mistaken notion that nothing will

be gained by becoming involved.

Even though a determined effort is being made by our
ethics committees and trial boards there is little doubt that we
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are vulnerable to criticism in the area of self-regulation.

What is needed is a system to regulate firms as well as individual

CPAs and greater emphasis on the prevention of breakdowns in
the quality of work being performed.
The proposal to establish a program for the registration

of CPA firms who meet specified standards of quality control

procedures which is currently being considered, seems to me to
have substantial merit.

Although it may not be a perfect solution,

the proposal does direct its attention to firms and it places
the emphasis where it belongs --on prevention rather than
discipline.

If adopted and implemented, I believe it will go a

long way toward blunting the concern of our critics that we are

indifferent about self-regulation.
If we fail to take steps in this direction it would

not be surprising if some form of additional regulation were to
be imposed on the profession by government at some time in the

future.
A final type of complaint against the profession has

been that we fail to assume the degree of responsibility which

the public has a right to expect.

This rather vague classification

embraces a variety of problem areas.
Some assert that auditors are too prone to accept form

over substance in dealing with complex transactions.

Others con

tend that auditors should be required to make an overall judgment

about the fairness of financial statements regardless of their
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conformity with GAAP.

Of more recent vintage is the controversy

over the whistle-blowing responsibilities of auditors when they
encounter illegal acts by management.
Equally troublesome are the pressures for the profes

sion to accept new responsibilities in reviewing interim financial
reports of public companies, in reviewing and lending credibility

to published financial forecasts and opining on the economy,
efficiency and effectiveness of government programs.

There is a natural reluctance of the profession to assume
these responsibilities partly because of the spector of unlimited

liability but also on the basis of principle.

There is a con

siderable doubt as to whether some of these responsibilities can
be effectively fulfilled and whether their assumption might
result in a widening of the credibility gap.

It is difficult to predict what might be the effect of

rejecting the various types of responsibilities that are being
thrust upon us.

However, I have an uneasy feeling that identified

legitimate needs will somehow be met by other groups if not by

ourselves.

If we become super-cautious and super-protective I

fear that our utility may be dangerously diminished.

Our credibility

may not be tarnished by an ultra-conservative course but this will
be largely irrelevant if we are not meeting urgent public needs.
As painful as it may be I believe that CPAs should develop a
greater tolerance to the risks of liability and be somewhat more
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receptive to expressing informed opinions on an expanding array
of subject matters even though such opinions may be generally

subjective in nature.

Having reviewed very briefly the kinds of complaints

expressed by our critics it is logical to ask whether the pro
fession’s credibility problem is so serious that the government
is likely to intervene in our affairs.
the answer to this question.

No one, of course, knows

But there are trends in our society

which portend a higher visibility and hence a greater chance of

governmental concern about our profession.

The growing demands

for accountability, the problems in our capital markets and the
impact of shortages in natural resources all have a bearing on
our role.

Even more important is the fact that the state of our

economy and the problems of inflation have become the top priority
political issue and are likely to remain so for a long time to
come.

Because of the importance of our role in providing reliable

financial data needed in dealing with the economy it is highly

likely that the 1970s will go down in history as the decade when
our Congress discovered the public accounting profession.
There are already many signs that government will
increasingly intervene.

The recent Moss amendment to the HR7014

energy bill is a good example.

Congressman Moss is seeking to

have the GAO perform audits of the oil and gas companies and to

direct the SEC to establish accounting standards for the industry.
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This constitutes a clear vote of no confidence in the reliability

of financial statements being audited by CPAs.
The proposal to regulate tax return preparers and the

movement in some states to regulate management consultants are
also indications that we are not likely to be left alone in any

of the practice areas.
If more government regulation is inevitable, we face

a basic policy question of whether we should voluntarily seek
legislation to gain a form of regulation which will be something

that we can live with.

An integral part of this question is

the pressing need for relief from unlimited legal liability.

The

most likely source of relief would be through legislation and
it would be unrealistic to expect to obtain relief without it

being accompanied with some form of additional regulation.
There are many CPAs who would reject such a course of

action under any circumstances.

However, I feel that we ought

to give full consideration to the desirability of taking the

initiative, particularly if it appears that in any event the
imposition of additional legislative regulation is inevitable.

To sum up, it seems clear to me that we do have a
credibility problem but it is not as severe as our critics might

suggest.

Not all of their allegations are without merit but

they are a matter of degree of seriousness.

I don’t believe that

we need to be panic-stricken, especially when it is clear that
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there is still broad reliance on our attestation of financial

statements.
We cannot afford, however, to ignore the warnings of

discontent that are embodied in the charges of the critics.

I

have identified the following needs that the profession ought
to pursue with a considerable degree of urgency:
1.

We should examine our auditing techniques to

determine whether new approaches can be devised
to detect material frauds in their early stages.

2.

More effective ways of highlighting potential

business failures should be developed.

3.

A search should be conducted for additional
pressures or constraints which will help counter
balance the pressures that tend to impair the

objectivity of auditors.

4.

We should experiment with new ways to reflect
values that are closer to economic reality as

well as new formats and techniques of communi

cation of financial data.
5.

A system for the regulation of firms and greater

emphasis on prevention rather than discipline
is urgently needed.

The registration proposal

holds considerable promise in this regard.
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6.

CPAs should be more receptive to the acceptance

of reasonable extensions of their responsibility.
7.

We ought to give careful consideration to the

possibility of seeking legislation which would
provide some degree of relief from liability even

though

it would more than likely be accompanied

by some form of additional regulation.
Our profession has a long history of being both intro
spective and willing to adjust to changing times.

This ability

to grow and improve is reflected in the quality of our overall
record in accreditation, standard-setting, self-regulation and

education.
We have much to be proud of but we dare not rest on

our laurels.

If we are to meet the challenges of a rapidly

accelerating rate of change in our society we will have to place
even greater emphasis on professionalism and be less pre-occupied
with growth in size and profitability.

Failure to adjust to the

fundamental changes which are occurring could easily lead to

governmental intervention in our activities.

Events are moving

rapidly and time will indeed run out if we fail to react to

legitimate criticisms of the public we serve.

